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The Economic Recovery: Past, Present, and Future 

by J ohn C. Williams 

The U.S. economy is well into a period of sustained expansion, raising questions about when 
the Federal Reserve will cut back or end its stimulatory asset purchase program. Such moves 
will be appropriate at some point, but it's still too early to act. The timing of any program 
adjustments will depend on incoming economic data. The following is adapted from a 
presentation by the president and CEO of the Federal Reserve Bank of San Francisco to the 
Sonoma County Economic Development Board in Rohnert Park, California, on June 28, 2013. 



Given the size of the Federal Reserve district that I represent, I often travel quite a ways to givespeeches. 
So it's nice to be in a familiar place closer to home. Sonoma County is renowned for its natural beauty, and 
my fami ly and I have visited often over the years. With al I its natural charms, it's someti mes forgotten that 
the county also has a vibrant economy, led by agriculture and tourism. So I'm delighted to be with you. 

M y subject today is the nation's economy and the steps the Federal Reserve has taken to bolster the 
recovery. I 'I I start with a review of the state of the national economy. I 'I I then offer my forecast, which 
envisions economic growth moving into higher gear thanks to growing momentum in the private sector. 
And I'll close with a review of how the Fed is pursuing its congressional ly mandated goals of maximum 
employment and price stability. 

Recession and recovery in historical context 

Our economy is wel I into a period of sustai ned growth. I t's now been four years si nee the recession ended. 
Recessions are never pleasant, but thisone was especially grim. Think back four years to J une2009. The 
housing market had collapsed. The unemployment rate stood at 9.5% and was still rising. Consumers and 
busi nesses were deeply shaken. And the stock market had pi unged nearly 40%. 

Thankful ly, we've come a long way si nee then. From a peak of 10%, the unemployment rate has dropped to 
7.6%. Households and busi nesses have regai ned much of their lost confidence. And finally, the housing 
market is springing back to life. 

Although thi ngs have i mproved quite a bit, the economy has not rebounded from this recession as fast as 
we hoped. Growth has proceeded i n fits and starts, and the overal I pace of recovery has been moderate at 
best. Let me put the recent recession and recovery in historical context. Figure 1 illustrates this in terms of 
gross domestic product, or GDP, which is the nation's total output of goods and services. The solid red line 
shows that real GDP per person, which isGDP adjusted for both inflation and population growth, had 
fal len a I ittle over 5% by the second year of the recession, an extremely sharp drop by historical standards. 
Five years after the recession's onset, real GDP per person had still not returned to where it had been 
before the recessi on . 
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I can put this in perspective by 
compari ng the recovery with data from 
recessions and recoveries in 17 
advanced economies over the past 
century and a half (seej orda, 
Schularick, and Taylor 2011). In the 
figure, the sol id black line shows a 
projection based on this data of the 
average path real GDP per person takes 
in recessions and recoveries. Ninety- 
f i ve percent of the ti me, G D P I i es 
within the shaded region shown in the 
figure. As you can see, the most recent 
U .S. recession was one of the worst. To 
a considerable extent, that was because 
we went through a financial crisis of 
historic proportions. Research has 
shown that, when a financial crisis hits, the accompanying downturn tends to be unusually harsh. So the 
sharp plungein GDP during the first two years of the recession may not be that surprising. 

The surprise, itturnsout, isthe strength of the subsequent recovery. Now you may not associate the word 
"strength" with this recovery. So let me explain. The dashed red linein Figure lshows a forecast of real 
GDP per person for the five years foil owing the start of the recession. Thisforecast is based on an economic 
model that aims to describe past recessions and recoveries based on a few key factors (J orda, Schularick, 
and Taylor, forthcoming). According to the model, the enormous boom in private- sector credit before the 
recession— when credit was cheap and easy to get— was a major reason why the recession ended up bei ng 
so deep. The model also predicts that the economy should have been virtually stagnant in terms of real 
GDP per person through 2012. 1 n other words, the recovery has actually been stronger than might be 
expected given the extent of the prior credit buildup. 

So why has the economy done better than the model predicts after such a destructive financial crisisand 
credit collapse? One big reason is that economic policies put in pi ace during and after the recession, 
including extraordinary measures taken by the Federal Reserve, lent critical support to the recovery. These 
policies pulled us out of the recession much faster and made the recovery stronger than would have 
happened otherwise. To be sure, the recovery has been weaker than we wanted. But the fact that we've 
made as much progress as we have is due to a great extent to these ti mely pol icy actions. Absent these 
actions, I fear that we could have experienced the stagnant economy the model predicts. 

Recent data show this improvement is continuing. This is easiest to see in housing, which is now in a 
broad-based expansion after years of depressed activity. Across the country, sales of new and existi ng 
homes have risen substantially over the past year, and prices are up 10 to 15%. Homebuilders have 
responded by stepping up construction. 

The housing rebound is a powerful tonicfor the economy. Homebuyers often want new carpeting, drapes, 
furniture, and appliances. Meanwhile, rising home prices allow more peopleto refinance mortgages at 
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lower rates, givi ng them hundreds or thousands of extra dol lars to spend each year. What's more, risi ng 
home prices make people feel wealthier, giving them confidence to reach for their wallets. And homes are 
not the only assets goi ng up i n val ue. Stock prices have risen considerably over the past year, addi ng 
significantly to household wealth. Rising wealth makes consumers more willing to spend. Mystaff 
estimates that the increase in wealth registered just in the first quarter of this year will raiseconsumer 
spending by roughly $90 billion. 

This higher wealth has offset the effects of the i ncrease i n taxes at the begi nni ng of the year, al lowi ng 
consumer spendi ng to grow at a healthy pace. That seems likely to conti nue. Two major surveys, Thomson 
Reuters/ U ni versity of M ichigan Surveys of Consumers (2013) and the Conference Board Consumer 
Confidence Survey (2013), show consumer sentimentin recent months has been higher than at anytime 
over the past five years and that people are more upbeat about prospects for economic growth and jobs. 

Factors weighing on recovery 

One factor weighing on the recovery has been household and business uncertainty about the economy and 
economic policy. Some signs suggest that this too is dissipating. Economists have created an index that 
measures uncertainty about economic policy by tracking the content of newspaper articles (see Baker, 
Bloom, and Davis 2013). ByearlyJ une, this uncertainty index had fall en to levels not seen since late 2007. 
M eanwhi le, my busi ness contacts confi rm that uncertai nty appears to have eased this year, i n part because 
the decibel level of congressional wrangling over taxes and spending has dropped. 

Of course, not every sector of the economy is robust, which is what you would expect when overal I growth 
is only moderate. Busi ness i nvestment has been expandi ng only modestly and recent data on orders for 
capital equipment suggest that i nvestment growth will continue to be tepid for a while. Overall though, the 
private economy has been expanding quite reasonably. The thing that's holding the recovery back is the 
public sector. Government budgets have turned into a significant drag on growth. 

During the recession and early in the recovery, the federal government threw a critical lifeline to the 
economy. Congress and the White H ouse boosted spendi ng substanti al ly and cut taxes for households and 
busi nesses, whi ch partly offset the col I apse of the pri vate economy. The $800 bi 1 1 i on sti mul us package 
passed in 2009 was a huge help (see Lucking and Wilson 2012). But this has turned on its head. That 
stimulus has wound down. And, at the beginning of 2013, tax rates rose for upper-income households and 
the Social Security payroll tax cut ended. More recently, the sequestration process has forced major cuts in 
federal spending. 

By contrast, fiscal policy at the state and local government level has been a drag on the economy si nee the 
beginning of the recession. UnlikeUncleSam, state and local governments typically must balance their 
budgets each year. As revenues plunged, they cut spending and employment deeply and, in some cases, 
raised taxes. Thankful ly, that pai nful process may bedrawi ng to a close. Recent data show state and local 
government revenue is climbing again, something we're certainly happy to see in California. Still, 
expenditures and employment remain well below pre-recession levels. 

H ere i s a way to appreci ate how bi g the swi ng i n the rol e of govern ment has been : I n the two years 
beginning in the fourth quarter of 2007, spending at all levels of government, adjusted for inflation, 
increased more than 6V2%, while pri vate- sector spending fell nearly 6%. But, si nee the end of 2009, 
government spending has fallen nearly 7V2%and private spending has risen more than 10V2%. 
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Employment data paint a similar picture. Si nee the end of 2009, governments have shed more than 
600,000 jobs. At the same time, private employers outside the farm sector have added 6.9 million jobs. 
Clearly, government austerity is one factor holding back economic growth. 

In the job market, private-sector hiring has actually picked up. Over the past six months, nonfarm private 
payrolls have grown byjust under 200,000 jobs per month compared with an average of about 160,000 in 
the previous six months. The unemployment rate has fallen 0.6 percentage point over the past 12 months. 

What about thefuture? San Francisco Fed researchers have identified indicators that provide information 
about how the I abor market i s I i kel y to fare over the next si x months. These i ncl ude data you may be 
familiar with, such asinitial unemployment claims, and less well-known data, such as the percentage of 
people who say i n surveys that it's hard to f i nd a j ob. These i ndi cators suggest that the I abor market wi 1 1 
continue to strengthen. 

Economic outlook 

Here then ismy forecast. I expect the unemployment rate to fall to rough I y7V4% at the end of this year and 
drop to about 6 3 /4%bytheend of 2014. Economic growth is likely to be sluggish in the current and next 
quarter, reflecting federal spending and employment cuts related to sequestration. It should pick up later 
intheyear. For 2013 as a whole, I see inflation- adjusted GDP growing about 2V4%and picking up to 
around 3V4%in2014. 

I'd I ike to say a few words about inflation. Our mandate from Congress calls on us to pursue both 
maxi mum empl oyment and stabl e pri ces. H i gh unempl oyment i s certai n I y the bi ggest probl em we're 
faci ng these days. But we must also pay close attention to inflation. History tells us that severe financial 
crises are often associated with deflation, that is, falling prices, which are very dangerous for the economy. 
We've managed to avoid deflation, not least because of the Fed's aggressive monetary pol icy. The pol icies 
we've followed have restored growth and generally kept inflation from falling too low. Similarly, the Fed's 
announcement of a 2% longer-run inflation target has helped keep public inflation expectations stable. 

It's true that inflation hascomein under our target recently and below whatl was expecting. This partly 
reflects temporary factors, such as a deel i ne i n M edicare rei mbursement prices forced by sequestration. 
I nflation will probably remain relatively low for a while, but should gradually rise toward our 2% target 
over the next few years as the economy conti nues to i mprove and unemployment comes down. I expect our 
preferred inflation measure will gradually climb from less than lV2%in the second half of 2013 to roughly 
l 3 /4%in2015. 

Of course, economic progress could fall short of my forecast. One risk is that battles over the federal budget 
could make households and businesses more uncertain about the economy, crimping their spending. 
Europe represents another risk. Financial markets there have calmed considerably. But manyEuropean 
economies are still mired in recession and remain extremely fragile. If Europe's economies falter, that will 
affect us in theUnited States si nee countries there are a major market for American products. 

The Fed's response 

Let me now turn to Federal Reserve pol icy. When the financial crisis hit in 2008, the Fed responded 
vigorously. I n our role as lender of last resort, we took a number of unprecedented steps to shore up a 
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financial system that was on the verge of collapse. When markets seized up and banks stopped lending to 
one another, we provided emergency fi nanci ng. We intervened in several specialized markets, such as the 
corporate short-term borrowi ng market and the markets for consumer and smal I busi ness I oans, to make 
sure they kept functioning. Our policy committee, the Federal Open Market Committee, or FOMC, pushed 
our benchmark short-term interest rate close to zero. These measures brought the financial system back 
from the brink and may well have headed off a depression. 

Still, at the end of 2008, the economy was shrinking at an alarming rate and hundreds of thousands of jobs 
were disappearing each month. More needed to be done. I n essence, consumer and busi ness demand for 
goods and services was evaporati ng. The Fed had pushed short-term i nterest rates as low as they could go. 
To provide additional stimulus, we put in place unconventional programs designed to put downward 
pressure on longer-term rates. 

Our unconventional programs have come in two forms. Thefirst is known as forward guidance. Under 
forward guidance, the FOMC communicates to the public what Fed policy is likely to be in the future. Our 
forward guidance expl icitly I i nks future pol icy to the performance of the economy. Specif ical I y, we've 
stated that the current exceptionally low level of the federal funds rate is likely to remain appropriate at 
least as long as, one, the unemployment rate remains above 6V2%; two, inflation one to two years out is 
forecast to be no more than half a percentage point above the FOMC's 2% target; and, three, inflation 
expectations remain in check. And because financial market participants know that short-term interest 
rates wi 1 1 probabl y stay I ow for a I ong ti me, I onger-term i nterest rates are I i kel y to stay rel ati vel y I ow as 
well. 

Our second type of unconventional program involves large-scale purchases of longer-term U.S. Treasury 
and mortgage- related securities. Under the current program, we are purchasing $85 billion in securities 
each month. Our purchases increase demand for these securities, pushing up their prices and pushing 
down their yields. That in turn drives down other longer-term interest rates. Wehavesaid we will continue 
this program until the outlook for the labor market improves substantially in a context of price stability. 

Our forward guidance and securities purchases have significantly reduced longer-term rates, and that 
benefits the economy greatly. For example, at the low poi nt of the recession, the 30-year conventional 
mortgage was about 5V2%. Buying a $300,000 home with a 20% down payment required a monthly 
payment of around $1,360. Today, despite the recent run-up in i nterest costs, mortgage rates are roughly 1 
percentage point lower. The same size mortgage now carries a monthly payment of about $1,220. That's an 
annual reduction of around $1,700, which could be saved or spent. Alternatively, a homebuyer willing to 
pay $1,360 per month could buy a house worth more than $335,000, boosting demand for homes. 

The housing market is by no means the only part of the economy benefiting from lower rates. Motor 
vehiclesales have been running at an annual rate of over 15 million thisyear, ahugejumpfromthe 
recessi on I ow of j ust over 9 mi 1 1 i on . Output from the man uf acturi ng sector fel I nearl y 20% i n the recessi on . 
Today, thanks to sales of autos and other big-ticket items, the durable goods component of manufacturing 
is back to its pre-recession peak. By contrast, the nondurablegoods component, which doesn't benefit as 
much from low i nterest rates, is sti 1 1 about 10% below its peak. 

Of course, the economy's increased momentum has raised questions about when the Fed will cut back, and 
eventually end, its asset purchase program. So, is it time to act? My answer is that it's still too early. For 
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one thi ng, we need to be sure that the economy can mai ntai n its momentum i n the face of ongoi ng fiscal 
contraction. And it is also prudent to wait a bit and make sure that inflation doesn't keep coming in below 
expectati ons, possi bl y si gnal i ng a more persi stent decl i ne i n i nf I ati on . 

M y forecast assumes that federal f i seal retrenchment has I argel y temporary effects on economi c growth 
and that inflation will resume its gradual rise toward 2%. Looking ahead, if this forecast holds true, then at 
some point it will be appropriate to scale back our purchase program and eventually end it. 

Following our J une meeting, Chairman Bernanke spelled out the FOMC's current thinking regarding 
potenti al adj ustments to our asset purchases over the next year. H e said that if the economy develops 
broadly as the FOMC expects, then it "would be appropriate to moderate the monthly pace of purchases 
later this year" and "to reduce the pace of purchases in measured steps through thefirst half of next year, 
ending purchases around midyear" (Bernanke 2013). He noted that, if things evolve as expected, then 
when the program isended, the unemployment rate would be around 7%, with solid growth supporting 
further improvement in the labor market. 

I would like to emphasize three points regarding the potential timeline for adjusting our asset purchase 
program. First and foremost, any adj ustments to our purchase program will depend on the new economic 
data that come in. I n other words, we will modify our plans as appropriate if economic developments turn 
out differently than we currently expect. 

Second, reducing or even ending our purchases does not mean the Fed will be tightening monetary policy. 
N ot at al I . The amount of sti mul us our purchase program creates depends on the si ze of our securi ti es 
holdings, not the amount we buy each month. Even if we start reducing our purchases later this year, our 
balance sheet will continue to grow, providing an increasing amount of stimulus. That is, aslongasweare 
addi ng to our holdi ngs of assets, we are addi ng monetary sti mul us to the economy. 

Thi rd, future adj ustments to our asset purchases i n no way alter or undermi ne our approach of 
mai ntai ni ng the current very low federal funds rate at least as long as the unemployment rate is above 
6V2%and the other conditions regarding inflation and inflation expectations are met. Indeed, as the 
FOMC projections released inj une show, a large majority of Committee participants don't expect the first 
increase in the federal funds rate to occur until 2015 or later. And the median projected value of the federal 
funds rate at the end of 2015 is only 1%. 

As I emphasized at the start, I am convinced that our extraordinary policies during the recession and 
recovery, including our current asset purchase program, have been hugely beneficial for the economy. The 
good news is that the economy is on the mend. The time will come when we will no longer need to keep 
adding monetary sti mul us. When that time comes, I am confident that we can make this change without 
jeopard izi ng the recovery, while worki ng toward our goals of maxi mum employment and price stabi I ity. 

J ohn C. Williams is president and CEO of the Federal Reserve Bank of San Francisco. 
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